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Since our May report. the FCCU has granted 271s in four states: Georgia and
Louisiana for BellSouth and Maine and New Jersey for Venizon  Applicauons tor
seventeen sitates’ 271s are before the FCC now. By vear-end we expect all of
Verizon 1o be covered by 271s. We expect Qwest 10 have 271s in all but one or
two states {Minnesota and Arizona being the ones we expect to lag). We expect
BeliSouth to have all its 271s except Flonda  Fmnally, we expect SBC to add
Califormia late n 2002, but do not believe the Ameruech states will get their 271s

until the first halt of 2003,

As pars of the 271 process. UND rates since Mav have been reduced i many

states. most notably in the Quest Region. but also in SBC and BellSouth states.

We ewvpect some more UNE reductions (Massachusetts, New Jersey and

Pennsvivania are pending for Verizon. for example) but expect the pace to slow
AT

given how much UNE rates have decreased and gnen that the 271 process that

drines some of the cuts 13 neanng 11s end

For the CLECs. the lower UNL rates present the opportunity o enter the local
market with minimal up-front investment. 1t is not clear. however. whether some
of the more troubled companies. like WorldCom. will be able to take full
advantage. We view UNEP as being posiive tor the IXCs, particularly AT&T, but
de not hehieve that it 1s enough 1o stem the dechrng revenues and profitability of

the consumer long-distance market

Irom the RBOC-imestot » perspecine. UNLP presents several problems. One 13
the reduction Im revenues that comes from coenverting retatl to wholesale revenues.
The other 1< the pricing compression that comes from the RBOCS™ own atlempts 1o
restructure their prices to compete with the new entrants Finalis. there 1s the
exposure during a period when an RBOC capnot vet enter long-distance, but the
I_\'(.."s have beeun w enter its Joca! market Among the RBOCs. SBC 1s by far the
most exposed. In Cahforma and snthe Ameritech states. 11 has super-low UNEP
prices and no abihin to counter an IXC's entry with an all-distance plan. [t s
possible that Verizon will also see <ome meamngful share loss m the next few
months, but we do not see the IXCs being as focused on ot as they are on SBC,

paruculariy in Calitornia,
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Tl St i 2T ey UNE-Poviie o
Bi-tism T urions s

O\'er three months have passed since we last published our report “The $tatus of
271 and UNE-Platform in the Regional Bells’ Termtories™ Given the recens
Nood of 271 filngs with the FCC and the concomtant changes to L'NL-Platform
{UNEP) rates made by individual state commissions. we thought 1t imeiy to provide
an update,

phe!

B The flood of applicauons for in-Region long distance entry under section 2
of the Telecom Act (271) 1s reaching its crest.  Fourteen 271s have been
granted 10 1the Regional Bells (RBOCs) so far. and the FCC has applications lor
seventeen more before it right now: Alabama. Kentucky, Mississippi. North
Carolina and South Carolina for BellSouth: Colorado. [daho. [owa. Nebraska,
North Dakota. Montana, Utah, Washington, and Wyorming for Qwest: New
Hampshire, Delaware. and Virginia for Verizon.

M By vear-end 2002, we expect 271s to cover all BellSouth states except Florida.
all Qwes! states except Minnesota and possibly Arizona. and all Venzon states.
SBC has a good chance of having California granted by year-end. and a slight
chance of having Michigan granted as well. with the rest of the Amentech
states likely to ship into the first haif of 2005,

B As the RBOCs have prepared to submit their 271s. they and their state
commissions have made changzs to their unbundled network element (UNE)
prices. While commissions do occasionally change UNE prices independently
of the 271 process--as New York did earlier this year and as Massachuselts,
New Jersey. Texas and Pennsy lvania are doing now—most changes have been
made as part of the 271 process. Thus. both hecause U'NE rates have been
lowered sharply in most states over the last vear and because the 271 process is
ending. we expect a slower rate of change to UNL prices over the next year or

two tharn we have seenin the last tew months.

B The actual implementation of UNLEP accelerated 1n the last few months. as
competitine carmers (CLECs) have tocused more on this market. WorldCom's
ML division, in parinership with Z-Tel launched its Neighborhood Plan i
April. AT&T has added local UNEP-based service i six slates 1o its original
¢ since March of 2002 and will probably add another two states this vear. In
earlv 2002, AT&T was offering UNLEP-hased local service only in New York
and Texas. Since March. 1t has added Michigan. Georgia, [linois, Ohio,
Califorma. and New Jersey 1t has indicated that it will alse enter Pennsylvania
and Massachusents this year. W expect 1t to push hard in California, where it
will fight hardest to protect ns leng-distance market. WorldCom's MCI
division introduced its Neighborhood plan in April and appeared ready to
pursue entry 1n at least the urban zones throughout most of the country. Entry
by these long-distance carriers (IXCs) has been pantly in response to potential
entry by the RBOCs into the long distance market in a given state and pantly in
response o lower UNE prices, Given the financial problems at WoridCom and
the changes in AT&T s structure and management as it merges its Broadband

. e~ -

N

4




ConMERCE T aPTal MARKFTS, Ine.

unit with Comaast 1015 somewhat difficult to predict how hard they will push
UNEP. We expect some backing off on WorldCom's part. and a harder push
in a small number of states on AT&T's,

At least in theory. the greatest exposure to changes in UNL prices 1s to SBC
AT&T just began deploving UNEP in California. where SBC wili not be able
1o respond on the long-distance side till around vear-end 2002, at best. AT& T
is also in Michipan. HHmors. and Ohio. where 1 is unlikely that SBC will be
able to respond on the long-distance side till sometime in the first half of 2003,
A< we mdicate below, UNEP discounts are greatest overall in the SBC Region
BellSouth s seemng UNEP-based entry primariiy in Geergia and Florida, but
AT&T has not vet entered Flonda, Flonda is the only state in which we do not
expect BellSeuth wo have a 271 ull late first quarter 2003, Qwest’s rates have
recentlv dropped in a number of states, so that the Regional average UNEP rate
has dropped from $28.21 1o §23.97. However. we do not beheve that entny
into Qwest's territory 15 a high priority for the IXCs at anv price.  Venzon's
rate at S20.23 is the second lowest on a Regional basis. but that rate is
relativeiv stabie vs. Mav of 2002 It is also worth noting that Vernizon has not
lost much market share since rates in New York were lowered i January.
AT&T has indicated that it will enter Pennsvilvania and Massachusetis thes

vear. but neither the timing nor the level of effort in those states is ¢lear to us.

The Supreme Court has atfirmed the FCC's right to designate TELRIC (Total
Element long Run Incremental Cost) as the methodology by which UNL
prices are set. More broadls. in wts May 2002 Verizon Communications v.
FCC decision. the Supreme (ourt appeared to affirm the FCU's right to
designate any method other than rate-of-retumn. which is specifically precluded
by the Telecom Acl. for the purpose of setting L'NL prices.

The long-term survival of UNUP s, nevertheless. in question. In its May 2002
Venizon decision. the Supreme Coun reaffirmed the “necessary and impair”
standard, which 1t had already highlighted inats January 1999 lowa Luliues
Board v FCC decision. On May 2dth, i s USTA v FCU decision. the D.C.
Circuit of Appeals remanded (o the FCC the 1999 UNE order in which the
FCC anempted o refine the st of required UNLs in zccordance with the
Supreme Court’s “necessany and impar” standard.  The D.C. Crrcuit also
vacated the FOC( s hme-shaning order. The FCC has appealed back to the full

o ; .
D.C. Circunt some aspects of the court’s decision.

All of these dicial decisions will have an impact on the triennial review
which was mnitiated by the FCC in December of 2001 1o dectde which UNEs
still meet the “necessary and impan” test. The triennial review was expected
te conclude this vear. It the D.C. Crrcunt does accept the FCCs appeal. we
believe 1015 unlikels that the FCC will issue an order in the triennial review till
after the court rules. most likely some time next spring.  Aside from delaying
the conclusion. the various court decisions are likely to drive the FCC toward a
more granular analysis than 1t had done in the past. That was the bent of the
current FOC anvway, bui the D.C. decision reinforces it.  For example, we

. 1 . N N
would not be surprised to sce switching removed as an clement n some
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markets Tairly quickly and in others over some longer transition period. rher
elements also maght be remaoved over time in some geographic and customer
markets. |f the FCC decides to take granularimy down to the wire-center level.
it may leave actual implementation in the hands of the states. but with fairly
tight rules to pwide that implementation. In the context of UNEP. what s
sigmificant about the removal of an individual element 15 that it makes 1
necessany for the CLEC to do some work to reassembie the line when 1t inserts
its own equipment. That will make it more difficult to move large numbers of
customers rapidly. Thus. the uming and outcome of the triennial review is
very important both to the CLECs1XCs who use UNLEP and 1o the RBOCs
who are whoelesaling lines to those CLECs TXCs at deep discounts

The actual financial impact of UNEP on either the RBOCs or their competitors
is. of course, what investors care about. Unforunately, it is difficull to
guantifs because it depends so much on the companies” strategtes. The more
CLECs are able to cream-skim m a given market, the better their own margins
and the greater the damage to the RBOC. The CLECs’ ability to cream-skim.
in wwrn. depends not only on the CLECS own strategies. but on the RBOCs’
win-back eftors. which ofien include the introduction of new pricing plans and
the RBOCs™ ability to offer all-distance plans. Thus, damage to the RBOCs’
tinancials comes not only from the conversion of retall revenues to wholesale
revenues. but from a broader repricing in response io competition. The offset
from long distance appears to be fairly minor. at this point.  Although
ultimatelv all-distance customers may be “stickier” than those who use only
one service. initially both sides are likely to spend more on marketing to fight

churn than thev did before.

Our May 1. 2002 report included one effort at such an analysis. It found that
UNEP creates & discount of about 19% to 42%0 below retail residential revenue.
Using the same retail rates, those discounts would now range from 24% to
30%.  Another wayv to look at the issue is 10 use the FCC's rate reference
book. which relies. i tum. on TNS mill-harvesung data. According to this
data. average residenual spending per houscheld on local service 15 $426 per
vear and on long-distance $176 per vear. Assuming 1.2 hines per household.
that would equate 1o about $30 per line in local revenue plus about $4 per line
i access charges for a total revenue per hine of about $33-534. That figure
fails within the range of $30-$33 for retail consumer revenue thalt we had
esufaed in Mayv, although both caleulations present potenual problems. ‘or
the TNS data. specifically. it 18 not clear whether taxes and Universal Service
Fund comributions which an RBOC would simply pass through o the
government are included in the revenue. With that caveat. we are using $33.50
as a nationai average residennal rate. That leads to UNLP discounts on a
Region-wide basis of 27% in BellSouth. 28% in Qwest, 48% in SBC. and 40%
in Verizon. The TNS numbers also indicate that the RBOC would need 10 gain
more than three long-distance customers te make up for the revenues from any
local customer it loses ($474 of local plus access revenue vs. $128 of long-
distance revenue net of access). And—given the differen: margin structures of
the industries - -it needs more than that 1o make up for the lost cash flow. Of
course, 10 the extent that an [XC can capture small business customers whose
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retzi] spending 1s higher than that of consumers. the damage 1o the RBOU 1>
greater For some ume. al least. while the indusiny restructures itselrimio an
-all distance”™ market. the UNEP vs. 271 pame is likely to be "negative-sum.”
with both the RBOCs' and IXCs profits hunt by lower revenue and higher
marketing costs.

o —. o ———
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Changes in methadology and corrections of errors

B Ve chanped our MOU iminutes of usel assumpuon from 1200 w0 1411 3w
account for toll minutes. based on footnote 252 of the FCC's Pennsvlvana

order.

T For the columns that calculate full UNEP based on DIM (dial-equipment
minutes). there is no change. Thus. for comparison. we are shosing tull LNLP
based on DEM for both May and August in our tables.

B Ve correcled an error in the formula that calculated amortized non-recurring
charges for Venzon's MA. NH. NY. DL, PA. For NV, KS. MO, OK and TX.
we now have some non-recurring charges that we did not have in our last
ieration,  For Marvland. we are no longer using the compliance rates that we
used I May. Swatewide loop rate averages changed in several BellSouth,
Qwest and Venzon states. though the actual rates did not. based on new
estimates of the distributions of lines per zone: KY, LA, MS, SC. NM. ME, RL
PA

B Once we assemble our data, we ask all the relevant state commussions. RBOCs
and the twe major INCs 1o comment on 11s accuracy. We received specific
teedback on the accuracy of our tables from ail the RBOCs and many states.

B UNL prices continue 1o trend down.

B Forail RBOCs the full UNEP average (assunung DN dropped by 10% from

that swhich we reported in Moy,

M Onanationa) basis. tull UNEP average tassuming DEM) now stands at $20.28

vs the 2238 average we reported in Mav,

B The range 15 a high of §24.38 Jor BellSouth and a low of $17.50 for 5BC,

within the range we predicted inour May report

B SBC cxperienced u roughiy 20% dechine (with an even sharper decline in
Cabforma) and Qwest experienced a roughly 13°, dechme in full UNEP

(DEM) average smee our May report.

8  The RBOC-wide total switching and transpont average dropped 21%, trom the
$8.34 we reported in May (o $6.59 in August,

B Several states” full UNEP (DEM) price appear to increase or actually increased
from that which we reported in May.  In some cases. as noted above, we
changed the non-recurning formula. [n some cases we changed the distribution
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Company Name Symboal Price
BellSouth BLS 25 34
SBRC SBC §27.80
Qwest Q S2.82
Verizon V7 SALIs
AT&T T S11.79
WorldCon's MO WwWCORQ $0.12
Z-Tel ZTEL 5144
Comcast CMCSK $22.09
Dow Jones Industrial DIA S.88TNT
S&P 500 Stock index SPX 941.06
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SBC Communications, Inc. (SBC)
Meeting with SBC CFO highlights key
initiatives; no estimate or ratings change.

Stock data Price performance m M 12M
52-week range -Ugg.g';r 34_23_3_(; Apsolute 5% -19% —3R5
Yield 3 8% Rel te S&P 500 -7 -7 -17%
Capitaitzation Forecasts/valuation 2002E 2003E
Market cap U5$93 Sbn EPST Uss230  US$T 30
Latest net debtficash) - CSCOPE £PS” ) i
Free float ) - GSCOPE P/E ] - -
Shares outstanding 3325mn * Mav differ from US GAAFP

SBC considers fixing the UNE-P mess, as a prime corporate objective. Delayed LD entryin
key locations, combined with the lowest UNE-P rates in the country, have uniguely
exposed SBC to profit-eroding share loss. Despite this, SBC's CFO Randall Stephenson still
sees stable cash flows through aggressive cost cutting, combined with the ability to
maintain trends in share repurchases and dividend hikes. Consolidation in wireless is
another key objective of SBC. Acknowledging the proliferation of conversations among
wireless carriers, Stephenson indicated all talks are still preliminary. in the meantime
Cingular is raising prices, sacrificing sub growth, and looking to improve profits,

Full details

WHAT TO DG WITH THE STOCK? We continue our cautious view of telecom. although
recent stock price declines make us somewhat less cautious.

Within the group the Bells and rural teleos should provide the best returns. And. within
the Bells. we continue to view Verizon as the best choice right now. As management
indicates. share loss to UNE- P is going to be quite damaging to SBC. And we believe it
will suffer the greatest cansequences of this phenomenon among the three Bells. Thus. the
valuation premium that SBC trade< ar relative to Verizon on P/E. EVVEBITDA. and
dividend vield is probat:lv not sustainable over the next six months. \We continue to use our

an

current EPS estimates of $2.30 for thus vear and next

UNE-P A BIG PROBLEN WITHOUT LD SBC has bewn the most vocai critic of
UNE-P and s working hard 16 rasse prices and diminish the negative effect. Inthe
absence of penvasive long distance approval UNEF= P has been and will continue to be very
damaging 10 SBC. Wik LD approvai i the Ameriech region not likely until the middie or
second half of G2 and Califurnia not Likelv until vearend U2 SBC stands quite exposed at
the moment }'e\\ esver we should not exttapolaie the SBC experience uniformly to the
other RBOCs No others face the umigue combination of low prced UNF- P high
residential rates (in the Ameriech regions, hg concentrated industrial states. and no LD
capabilitv. Thus, we don't see Verizon in particular, and BellSouth 1o a lesser degree has
having the same degree of exposure. So. ves if an ILEC loses a cusiomer 1o UNE-Pit's a
big hir to the bottom hine — but it has 10 lose the customer for the hit to be taken.

And in our view VZ and BLS are Likeis 16 be able 10 offser this marerialiv better than SBC
over the next year. It shuuid be nored thar SBC has been enjoving these same benefits share
retention in its states where it has long distance approval. SBC intends 1o file cost studies
in key jurisdictions using the regulatory path as one attempt at rasing rates.

gn addition it continues 10 11y 1o use bundling as aggressively as possible to offset share
0SS,

WIRELESS CONSOLIDATION A KEY OBJECTIVE Newspaper reports have

'T'CH): IMPORTANT INFORMATION ABOUT GOLDMAN SACHS' RATING SYSTEM AMD OTHER DISCLOSURES, REFER TO
REPRIEENED c.)rF THIS MATERIAL, GO TO http://www.gs.com/research/hedge.htmi, OR CONTACT YOUR INVESTMENT
SENTATIVE.
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exaggerated the speed of wireless consolidation and the progress that has been made o dare
However. the desirabilitv of petiing a deal done is cbvious. and the company acknow ledged acine
conversanons. Mr. Stephenson noted that of the rwo cptions for deals AWF presents less dilution
but greater regulatory and integration hurdles. \'owcestream presents higher dilution but tar easic:
regulatory approval and integration Furthermore. similar to press accounts he indicated a deal
for Voicestream may be impractical without 1zking in DT as an equity participant i ¢ no all~cash
deal.! And importantiv. SBC is open o that possibility

WIRELESS PRICE HIKES DESPITE SLOWER SUE GROWTED The healing offocts af wirciess
mergers are not nearlyv upon us ver  In the meantime Cingular is taking steps 1o heal thyself  The
price hikes are geared 10 boost profitabiliny. even as it sacrifices sub growth. The particulas
increase in naticnal plan rates announced this week are geared 1o both reduce off- netwoik
roaming costs and siow down the consumnption of TDMA network capacity. SBCO and BLS are fully
expecting their joint venrure (o experience low 1o no sub growth as a result of these actions as well
as the customer churn that will be sumulated by the WorldCom reseller shifi

CAPEXN TO REVENUE SHOULD BE NO HIGHER THAN 153% AND WILL BE LOWER
ABSENT GROWTH. There is a broad effort 1o cur capex in both wireline and wireless operations.
In wireline Stephenson indicated that curren: thinking is thal capex 10 sales should be no higher
than 15% and that in the current environment it should be no higher than 13% and vet it is

I'hus. further capex cuts should occur. i our view  if demand recovery continues to falter it
would not be surprising to see capex 10 sales fall below the 13% rate. as it has in other couniries
On the wireless side. capex cuts dre also anticipated. ln our view. siower capex spending in
wireless 1s furthes supporied by the prospects of industry consolidation

COST REDUCTIONS KEY TO MAINTAINING EARNINGS AND BOOSTING MARGINS SBC
sees the margin differential between it and V' and BLS as indicating an opportunity for further
cost cutting. Pointing 16 epportuniues in consolidanng call centers. raising efficiencies in network
operations and generally rrimming overhead costs Stephenson is focused and confident in using
these steps (0 help improve margins in the face of share 1oss.

CALIFORNIA DS EXPERIENCE GIVES CONFIDENCE IN LONG TERNM POTENTIAL. In
California. SBC is enjoving the benefits of scale DSL operations. having achierved about 10%
peretration so far  As a resuit. operations are already FRITDA positive and on the trajectory to
reach SBC s targeted hurdle rate

The steps that got California to scale include: an eftectve seli— installanon progranm. low help
desk costs: effective churn cantrol tdowen towards 2= 3 0 and offective marketing against the
cable operators. SBC believes that mass market deplovment of DSE will occur. and that tiered
offetings are ane step in petting there. This will aliow rer monthlv prices for lower speeds but
should be able to maintain an average monthlv price of approximarely $10° This is a little higher
than our long term estimare but direcnionaliy our models look at the market my the same way.
Due 1o the absence of long distanice approval in Califo e and the Ameritech states SBC will
continue 10 try 1o bundle DSL as o way ol offsetting shars loss ndicating thai chuin fails 75% for
those customers 1aking DS,"(m 1o of their Jocal service
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BLS: LUSS 25,99, SBC: USS 2811, VZ: US55 32.35
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Bells Retrain Guns on UNE-P, but Quick Kill Unlikely part 1

Legg Mason Wood Walker, Inc.

Industry Update Blair Levin
ARugust 2Z, 2002 blevin@leggmason. com
{202) 778-1595
Daniel Zitoc
dezitofleggmason.com
(410) 454-4333
Bells Retrain Guns on UNE-P, but Quick Kill Unlikely

AL, reievant disclesures appear on the last page of this repor:.

KEY POINTS:

* We believe the debate at the FCC over the future of UNE-P has surpassed the
broadband debate in intensity and near-term importance for the telecom
sector, as the Bells have been thrown on the defensive due to line losses to
rivals.

* We believe that the Bells (SBC, BLS, VI, Q) will have a difficult time
convincing regulators to gquickly eliminate the rights of local competitors to
lease out Bell networks (UNE-P) at deep discounts. This is problematic for
all the Bells but, in cur view, is particularly problematic for SBC as its
lack of long-distance progress in the Ameritech region makes it more
vulnerable tc UNE-P ccompetitcrs. The Bells could gain some immediate relief
in business markets (as well as some relief toward deregulating their
broadband offerings in separate proceedings), but we doubt the FCC will
eliminate UNE-P in residential markets in the near term.

* We believe the Commission is likely to establish a sunset or triggers for
phasing out UNE-P. While the details of such rules are far from settled, we
think the result will give key UNE-P providers, WorldCom (WCOEQ) and AT&T
(T), time to continue to change the facts on the ground. The more they win
new local customers, the more they increase the potential for a backlash if
the phase-out dismantles the main platform for residential competition.

* Even if the FCC scraps or pares back UNE-P, many state regulators would
likely try to retain it. Also, all decisions would be subject to court
challenge that could take years tc resolve, with the courts likely to
maintain the legal status gquo in the meantime.

* While the Bells will not gain immediate regulatory relief, we believe that
through bundling and other marketing efforts, they can significantly reduce
the negative impact of UNE-P competition.

*+ We believe another potential “nightmare for the Bells would be if cable
begins using UNE-P to accelerate its budding cable telephony offerings.

hs we noted when WorldCom announced its "Neighborhood” plan, the intensified
efforts by WorldCom (WCOEQ) and AT&T (T) to compete using the Bell

Unbundled Network Elements Platform (UNE-P) has dramatically raised the
stakes of the FCC unbundling policy debates. (See our April 23 note WCOM/MCI
Bundled Phone Cffer Challenges Rivals and Regulators.) The most recent Bell
quarterly reports suggest that the impact of UNE-P is quickly growing. (For a
discussion of the economics of UNE-P, see the report by our colleagues Daniel
Z2ito and Brad Wilson, Cautious Long-Distance Qutlook, June 27, 2002. For a
state-by-state UNE pricing and sensitivity study, see attachment to VZ:
Comments on RBOC Weakness, August 21, 2002, by our collegues Michael J
Balhoff and Christopher. C. King.) ’

The impact of UNE-P has caused the Regional Bell Operating Companies

(SBC, BLS, @, VZ} to shift their pricrities in seeking regulatory relief.
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- While the core Bell pelicy thrust had been te gain deregulation of their
broadband services, recent events suggest the Bells have ramped up their
- lobbying efforts to cripple the ability ¢of competitors to use UNE-P tc gain
) market share in the traditional voice market.
!i Some in the Bell camp have predicted the FCC will act to eliminate UNE-P in
2 flash cut. FCC action on UNE-P is stil]l months away (probably 4-8 months}
my but our current view is that prediction is likely to prove largely inaccurate
- in the near term, particularly concerning the availability of UNE-P in
- residential markets. This note ocutlines some of the dynamics affecting the
- resolution of the UNE-P debate. .
Background on UNE-P. UNE~-P offers competitcrs an opportunity to use
™ 211 the UNEs at discounted "TELRIC" (Total Element Long Run Incremental Cost)
_ rates and to add further velue-added services on top ¢of the platform.
- Zccording to an industry estimate building on a FCC survey cof incumbent local
exchange carriers {ILECs), cf the 20-plus million lines won by long-distance
- companies (IXCs) and other local competitors (CLECs} as of June 2002, about
i 7.7 milliion are UNE-P based. It is the fastest growing method of competitive
- entry. In 2001, according to FCC data, more than 60% of the CLEC line growth
’ was due to UNE-P, about twice the rate in 2000. T and WCOEQ are capturing
- most of the UNE-P line growth but other companies are responsible for about
- 43% of UNE-P lines.
!i Feasons for Increase in UNE-P Ccmpetition. While UNE-P has been available
for some time, its use has ramped up significantly over the last year. In our
- view, this is due te two critical developments. First, numerous states have
- lowered wholesale UNE-P rates. Second, the Bells have achieved sufficient
- long-distance entry to give the IXCs the incentive to more aggressively use
- UNE-P to preotect their existing markets.
Differing Impact on the Bells. UNE-P has had a differing impact on each of
by the Bells, affecting SBC and BLS more negatively in the last gquarter than VZ.
The reason for this difference, in our view, is that VIi's relative lead in
-~ gaining long-distance entry (with 74% of its lines already eligible) has
given it the ability to bundle local and long distance in more states,
~ providing a stronger defense against competition. As a measure of the value
of long distance offerings in combating UNE-P competitien, we note that SBC
- estimates that where it offers long distance, it doubles its winback rates.
We also think that VZ's intensified strateqy of bundling their landline voice
— services with wireless and Internet access services will provide an even
= stronger defense against UNE-P competitors. .
- We surmise that BLS will have greater success in stemming the tide of URE-P
line loss once it gains the right to offer long distance services in more
- states. It currently has applications pending in 5 c¢f the remaining 7 states
where it cannot offer such services. An FCC decision on these > is due in
mid-September and we believe the prospects for approval are good.
- In light of UNE-P competition, SBC's problems in advancing its Sec. 271
- long-distance applications bgcome more impertant to SBC's financial picture.
= This is particularly true in the Ameritech region and California. SBC has a
large windew of vulnerability in the Ameritech region where state regulators
] have been aggressive in providing incentives for UNE-P competition, but SBC
- has not made significant progress with the testing and verification required
- for Sec. 271 approval. In California, SBC has better prospects, as it hopes
to send the FCC its long-distance application in September. Given the TELRIC
- price cuts just announced by the state PUC and California's size, we expect a
major push by T to sign up customers befare SBC gets approval to affer long
- distance services.
Q has some vulnerability to UNE-P, due to its lack of long-distance
- appreval, but we expect Q to gain approval to offer long distance services in
a.number of states in the next several months. While Q's states are not the
- hlghesF priority states for the UNE-P based competitors, we note that UNE-P
competition has attracted more than 5% market share in Iowa, North Dakota,
- South Dakota, and Wyoming.
-
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